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procedures for appeals. This announcement describes
the method by which a taxpayer requests early referral
of one or more unagreed employment tax issues from
the District to Appeals.

ADMINISTRATIVE

Notice 97-31, page 5.
Qualified long-term care. Interim guidance is provided

Finding Lists begin on page 25.

Bulletin No. 1997-21
May 27, 1997

on the definition of a “chronically ill individual” for
purposes of the definitions of “qualified long-term care
services” and a *“qualified long-term care insurance
contract” under Code section 213(d).

Notice 97-32, page 8.

This notice sets forth the interim rules regarding the
rate of interest to be used by insurance companies to
compute under Code sections 807(c)(3) or 807(d)(2)
reserves for modified guaranteed contracts as defined in
Code section 817A, and the determination of policy
interest under Code section 812 with regard to these
contracts.

Rev. Proc. 97-27, page 10.

Changes in accounting periods and methods of ac-
counting. General procedures are provided under Code
section 446(e) and section 1.446-1(e) of the Income
Tax Regulations for obtaining the Commissioner’s con-
sent to change a method of accounting for federal
income tax purposes.



Mission of the Service

The purpose of the Internal Revenue Service is to
collect the proper amount of tax revenue at the least
cost; serve the public by continually improving the

Statement of Principles
of Internal Revenue
Tax Administration

The function of the Internal Revenue Service is to
administer the Internal Revenue Code. Tax policy
for raising revenue is determined by Congress.

With this in mind, it is the duty of the Service to
carry out that policy by correctly applying the laws
enacted by Congress; to determine the reasonable
meaning of various Code provisions in light of the
Congressional purpose in enacting them; and to
perform this work in a fair and impartial manner,
with neither a government nor a taxpayer point of view.

At the heart of administration is interpretation of the
Code. It is the responsibility of each person in the
Service, charged with the duty of interpreting the
law, to try to find the true meaning of the statutory
provision and not to adopt a strained construction in
the belief that he or she is “protecting the revenue.”
The revenue is properly protected only when we as-
certain and apply the true meaning of the statute.

quality of our products and services; and perform in a
manner warranting the highest degree of public
confidence in our integrity, efficiency and fairness.

The Service also has the responsibility of applying
and administering the law in a reasonable,
practical manner. Issues should only be raised by
examining officers when they have merit, never
arbitrarily or for trading purposes. At the same
time, the examining officer should never hesitate
to raise a meritorious issue. It is also important
that care be exercised not to raise an issue or to
ask a court to adopt a position inconsistent with
an established Service position.

Administration should be both reasonable and
vigorous. It should be conducted with as little
delay as possible and with great courtesy and
considerateness. It should never try to overreach,
and should be reasonable within the bounds of law
and sound administration. It should, however, be
vigorous in requiring compliance with law and it
should be relentless in its attack on unreal tax
devices and fraud.



Introduction

The Internal Revenue Bulletin is the authoritative instru-
ment of the Commissioner of Internal Revenue for
announcing official rulings and procedures of the Inter-
nal Revenue Service and for publishing Treasury Deci-
sions, Executive Orders, Tax Conventions, legislation,
court decisions, and other items of general interest. It is
published weekly and may be obtained from the Superin-
tendent of Documents on a subscription basis. Bulletin
contents of a permanent nature are consolidated semi-
annually into Cumulative Bulletins, which are sold on a
single-copy basis.

It is the policy of the Service to publish in the Bulletin all
substantive rulings necessary to promote a uniform
application of the tax laws, including all rulings that
supersede, revoke, modify, or amend any of those
previously published in the Bulletin. All published rulings
apply retroactively unless otherwise indicated. Proce-
dures relating solely to matters of internal management
are not published; however, statements of internal
practices and procedures that affect the rights and
duties of taxpayers are published.

Revenue rulings represent the conclusions of the Ser-
vice on the application of the law to the pivotal facts
stated in the revenue ruling. In those based on positions
taken in rulings to taxpayers or technical advice to
Service field offices, identifying details and information
of a confidential nature are deleted to prevent unwar-
ranted invasions of privacy and to comply with statutory
requirements.

Rulings and procedures reported in the Bulletin do not
have the force and effect of Treasury Department
Regulations, but they may be used as precedents.
Unpublished rulings will not be relied on, used, or cited
as precedents by Service personnel in the disposition of
other cases. In applying published rulings and proce-
dures, the effect of subsequent legislation, regulations,

court decisions, rulings, and procedures must be consid-
ered, and Service personnel and others concerned are
cautioned against reaching the same conclusions in
other cases unless the facts and circumstances are
substantially the same.

The Bulletin is divided into four parts as follows:

Part 1.—1986 Code.
This part includes rulings and decisions based on
provisions of the Internal Revenue Code of 1986.

Part Il.—Treaties and Tax Legislation.

This part is divided into two subparts as follows:
Subpart A, Tax Conventions, and Subpart B, Legislation
and Related Committee Reports.

Part Ill.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to
these subjects are contained in the other Parts and
Subparts. Also included in this part are Bank Secrecy
Act Administrative Rulings. Bank Secrecy Act Administra-
tive Rulings are issued by the Department of the
Treasury’s Office of the Assistant Secretary (Enforce-
ment).

Part IV.—Items of General Interest.

With the exception of the Notice of Proposed Rulemak-
ing and the disbarment and suspension list included in
this part, none of these announcements are consoli-
dated in the Cumulative Bulletins.

The first Bulletin for each month includes an index for
the matters published during the preceding month.
These monthly indexes are cumulated on a quarterly and
semiannual basis, and are published in the first Bulletin
of the succeeding quarterly and semi-annual period,
respectively.

The contents of this publication are not copyrighted and may be reprinted freely. A citation of the Internal Revenue Bulletin as the source would be appropriate.

For sale by the Superintendent of Documents U.S. Government Printing Office, Washington, D.C. 20402.



Part I. Rulings and Decisions Under the Inernal Revenue Code of 1986

Section 101.—Certain Death sent to change a method of accounting. See Rev. |n accordance with directions in Sec-
Benefits Proc. 97-27, page 10. tion 15(a) of the Railroad Retirement

26 CFR 1.101-1: Exclusion from gross income of6 CFR 1.481-4: Adjustments taken into accounf Gt Of 1974, the Railroad Retirement

proceeds of life insurance contracts payable bywith consent. anrd haS detel’mined that for the quar-
reason of death. ter beginning April 1, 1997, 31.5 percent

General procedures are provided under sectio ;
Interim guidance is provided relating to the1.446-1(e) for obtaining the Commissioner’s con—Bf the taxes collected under Sections

definition of a *“chronically ill individual” for  sent to change a method of accounting. See Re§21l(b) and 3221(C) of the Railroad

purposes of the treatment of certain acceleratefroc. 97-27, page 10. Retirement Tax Act shall be credited to
death benefits. See Notice 97-31, page 5. the Railroad Retirement Account and
. . 68.5 percent of the taxes collected under

Section 807.—Rules for Certain :
Section 104.—Compensation for Reserves such Sections 3211(b) and 3221(c) plus

100 percent of the taxes collected under

_ o The notice sets forth the interim rules regardingSection 3221(d) of the Railroad Retire-
26 CFR 1.104-1: Compensation for injuries orthe rate of interest to be used by insurancgnent Tax Act shall be credited to the

sickness. companies to compute under sections 807(c)(3) ; ; -
807(d)(2) reserves for modified guaranteed corﬂQa"road Retirement Supplemental Ac

definiti f “ehronically il individual” f tracts as defined in section 817A, and the determicount'
pﬁrlg(l).lcg; gf t?1e %t—:trfci)r?ilt(i:(?nyofl a”?‘qll\Jllalilfji?ed Ig;g— nation of policy interest under section 812 with Dated February 25, 1997.
term care insurance contract” under sectionregard to these contracts. By AUthor'ty of the Board.

7702B. See Notice 97-31, page 5.

Injuries or Sickness

Interim guidance is provided relating to the

Section 812.—Definition of S BeatricehEzIéarsk(ij,
Section 105.—Amounts Received Company’s Share and ecretary to the Board.

Under Accident and Health Plans Policyholders’ Share (Filed by the Office of the Federal Register on

26 CFR 1.105-2: Amounts expended for medical The notice sets forth the interim rules regardin hg:l:gho?‘thleg?izdgzri? F‘;lén}gteallfn?orpthz‘a"rihl’]eg ir]1-9t517e
care. the rate of interest to be used by insuranc%32 F.R. 10297) 9 ' '

companies to compute under sections 807(c)(3) or
Interim guidance is provided relating to the807(d)(2) reserves for modified guaranteed con-

definition of a “chronically ill individual” for tracts as defined in section 817A, and the determi-
purposes of the definition of a “qualified long- nation of policy interest under section 812 withSection 4980C.—Requirements for
term care insurance contract” under sectiorregard to these contracts. Issuers of Qualified Long-term Care
7702B. See Notice 97-31, page 5. Insurance Contracts

Section 817A.—Special Rules for Interim guidance is provided relating to the
Section 213.—Medical, Dental, Modified Guaranteed Contracts definition of a “chronically ill individual” for
Etc., Expenses purposes of the term “qualified long-term care

The notice sets forth the interim rules regardingnsurance contract” and to certain issues relating
26 CFR 1.213-1: Medical, dental, etc., expenseshe rate of interest to be used by insurancgo consumer protection, rules for adjustments to
. id . ided relati h companies to compute under sections 807(c)(3) afonforfeiture benefits, and grandfather rules for
Interim - guidance is_provided relating 10 thegoz(d)(2) reserves for modified guaranteed coneertain pre-1997 insurance contracts. See Notice
definition of a “chronically ill individual” for tracts’as defined in section 817A, and the determio7—31, page 5.
purposes of the definitions of “qualified long-term 5tion of policy interest under section 812 with
care services” and a “qualified long-term care regard to these contracts.

insurance contract” under section 213(d). See

Notice 97-31, page 5. Section 7121.—Closing
Section 3221.—Rate of Tax Agreements
1 — 26 CFR 301.7121-1: Closing agreements.
Section 446.—General Rule for Determination of Quarterly Rate of 920

Methods of Accounting Excise Tax for Railroad Retirement What is the method by which a taxpayer

requests early referral of one or more unagreed
empolyment tax issues from the District to Ap-
. . . . ? _
. _In accordance with directions in Sec-PeaIs? See Announcement 97-52, page 22.
General procedures are provided under sectlop 3221 f the Rail d Reti
1.446-1(e) for obtaining the Commissioner’s con- on (c) of the Rai roq etirement
sent to change a method of accounting. See ReJax Act (16 U.S.C., Section 3221(C))’Section 77028
Proc. 97-27, page 10. the Railroad Retirement Board has de; :
termined that the excise tax imposed b
such Section 3221(c) on every em-
ployer, with respect to having individu- Interim guidance is provided relating to the

als’ in his employ for each Work_hourdefinition of a “chronically ill individual” and to
’ certain issues relating to consumer protection,

. . for which compens_atlon IS pa|d by Su‘_:hules for adjustments to nonforfeiture benefits, and
26 CFR 1.481-1: Adjustments in general. employer for services rendered to himyrandfather rules for certain pre-1997 insurance

General procedures are provided under sectiodUring the quarter beginning April 1, contracts. See Notice 97-31, page 5.
1.446-1(e) for obtaining the Commissioner's con1997, shall be at the rate of 35 cents.

26 CFR 1.446-1: General rule for methods ofSuppIemental Annuity Program
accounting.

—Treatment of
ualified Long-Term Care
nsurance

Section 481.—Adjustments
Required by Changes in Method of
Accounting




Part Ill. Administrative, Procedural, and Miscellaneous

Long-Term Care Services and partment of Health and Human Services, cognitive impairment (the Cognitive
Insurance health professionals expert in the care Impairment Trigger).

) and rehabilitation of individuals with The 6 ADLs listed in § 7702B(c)(2)(B)
Notice 97-31 chronic illnesses, and others. The noticare eating, toileting, transferring, bath-

: : : P : addresses certain issues identified dag, dressing, and continence. Section
Th_|s notice p.r(_)V|des m_terlm guldam:(?those for which interim guidance would7702B(c)(2)(B) further provides that a
relating to qualified long-term care ser : L
; s - . be most helpful. The Internal Revenuecontract is not a qualified long-term care
vices and qualified long-term care insur . : ; ‘
ervice and Treasury Department arésurance contract unless it takes into
ance contracts under 88§ 213, 7702 L X A
continuing to consider these and otheaccount at least 5 of these 6 activities in
and 4980C of the Internal Revenue d | furth tdetermini heth individual i
Code. It is effective pending the publi-'SSUes and welcome further commen cﬁrggﬂlglllggiIIV\ilngiviSLaEIm individual is a
gcﬁlc?;ngef proposed regulations or Othe%TATUTORY CHANGES I addition. § 322 of HIPAA
' amended § 213 of the Code. For tax-

Sections 7702B and 4980C, added b . . -
SUMMARY ’ ayers who itemize deductions, § 213
88 321 and 326 of the Health Insurancgenera”y allows a deduction for ex.

The notice includes interim guidanceportab'"ty and Accountability Act of penses paid during the taxable year, not
concerning the definition of a “chroni- 1996 (Pub. L. 104-191, 110 Stat. lg36c0mpensated for by insurance or other-
cally ill individual,” including safe- 2054 and 110 Stat. at 2065)(HIPAA), oo™t medical care of the taxpayer,
harbor definitions of the terms “substan-éstablish requ',remems for qualified is or her spouse, and dependents, to the
tial assistance,” *hands-on assistance,!0Ng-térm care insurance contracts "?‘”thent that the expenses exceed 7.5
“standby assistance,” “severe cognitive!SSU€rs of those contracts. Sef(.:t'o?)ercent of the taxpayer's adjusted gross
impairment,” and “substantial supervi- 7 702B(b)(1)(A) requires a qualified ;"o " AgT amended by HIPAA,
sion.” Under the long-term care provi- |ONg-term care insurance contract to prog 513y provides that the term “medi-
sions added to the Internal Revenudide insurance protection only for quali-c."core” includes (1) eligible premiums
Code in 1996, certain payments receive§®d_long-term care services. Generallypaid for any qualified long-term care
from a qualified long-term care insur-t€r December 31, 1996, and § 4980 7702B(b)) and (2) amounts paid for
ance contract are excluded from income2PPplies to actions taken after Decembe] it long-term care services (as
In addition, certain expenditures in-51, 1996.SeeHIPAA 8§ 321(f)(1) and (ifined in § 7702B(c)).
curred for qualified long-term care ser-327. ] . ]
vices required by a chronically ill indi-é_ gel(?t'O”t 7702B(c)(1) defines “guali- INTERIM GUIDANCE
vidual are deductible as medical cardied long-term care services” as neces-
expenses. sary diagnostic, preventive, therapeutic; CHRONICALLY ILL INDIVIDUAL

The notice also includes an interimcuring, treating, mitigating, and rehabili-  Thjs section of the notice provides
safe harbor that allows key provisions infative services, and maintenance or peipterim guidance including safe harbors
qualified long-term care insurance conSonal care services that are required byating to the determination of whether
tracts to be interpreted by an insuranc@ chronically ill individual, and provided gz individual is a “chronically ill indi-
company using the same standards thR¢rsuant to a plan of care prescribed byjqual” under § 7702B(c)(2). Taxpayers
the company used before 1997 to deteR licensed health care practitioner. (including uninsured individuals, insur-
mine whether an individual is unable to Section 7702B(c)(2)(A) defines aance companies, employers, policyhold-
perform activities of daily living or is “chronically ill individual” as any indi- ers, and certificate holders) may rely on
cognitively impaired. In addition, the Vidual who has been certified by athis interim guidance to determine
notice provides interim guidance on thdicensed health care practitioner as —whether an individual is a chronically ill
scope of the statutory grandfather provi- (i) being unable to perform with- individual under the ADL Trigger or the
sions that apply to individual and group out substantial assistance from an€ognitive Impairment Trigger for pur-
long-term care insurance contracts is- other individual at least 2 out of poses of the definitions of “qualified
sued before 1997. 6 activities of daily living listed in long-term care services” in § 7702B(c)

The safe harbors are designed to 8 7702B(c)(2)(B) (ADLs) for a pe- and “medical care” in § 213(d).
provide standards for taxpayers to use in riod of at least 90 days due to a loss ADL Trigger. For purposes of the
interpreting the new long-term care pro- of functional capacity (the ADL Trig- ADL Trigger, taxpayers may rely on all
visions and to provide interim guidance ger); or any of the following safe-harbor
to facilitate operation of the insurance (ii) having a level of disability simi- definitions —
market without the need for interim lar to the level of disability described (1) “Substantial assistance” means
amendment of contracts. in the ADL Trigger as determined hands-on assistance and standby assis-

The guidance takes into account com- under regulations prescribed by theance.
ments and information provided by State Secretary of the Treasury in consulta- (2) “Hands-on assistance” means the
insurance regulators (including the Na- tion with the Secretary of Health andphysical assistance of another person
tional Association of Insurance Commis- Human Services (the Similar Levelwithout which the individual would be
sioners), insurance companies offering Trigger); or unable to perform the ADL.
long-term care insurance, consumer rep- (iii) requiring substantial supervision (3) “Standby assistance” means the
resentatives, groups representing indi- to protect the individual from threatspresence of another person within arm’s
viduals with chronic disabilities, the De- to health and safety due to severeeach of the individual that is necessary
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to prevent, by physical intervention, in-(eating, toileting, transferring, bathing,individual requires substantial supervi-
jury to the individual while the indi- dressing, and continence) or cognitivesion to protect the individual from
vidual is performing the ADL (such asimpairment. Insurance companies, polithreats to health and safety due to
being ready to catch the individual if thecyholders, and certificate holders maysevere cognitive impairment.
individual falls while getting into or out rely on this safe harbor (as well as the This safe harbor for continuation of
of the bathtub or shower as part ofsafe-harbor definitions above for thepre-1997 insurance standards applies
bathing, or being ready to remove foodADL and Cognitive Impairment Trig- only for purposes of determining
from the individual’'s throat if the indi- gers) to determine whether an individualvhether an individual (1) is unable to
vidual chokes while eating). is a chronically ill individual under both perform (without substantial assistance
An individual is a chronically ill or either the ADL Trigger and the from another person) an ADL due to a
individual under the ADL Trigger only Cognitive Impairment Trigger for pur- loss of functional capacity or (2) re-
if a licensed health care practitioner haposes of the definition of a “qualified quires substantial supervision to protect
certified that the individual is unable tolong-term care insurance contract,the individual from threats to health and
perform (without substantial assistancevhether or not the post-1996 contractsafety due to severe cognitive impair-
from another individual) at least 2 ADLs generally incorporate the provisions ofment. This safe harbor does not apply
for a period of at least 90 days due to & 7702B(c)(2). In order to rely on anyfor purposes of the other statutory re-
loss of functional capacity. This 90-dayof these safe harbors for federal taquirements of § 7702B(c)(2), such as
requirement does not establish a waitingurposes, contracts are not required t{l) the requirement that an individual's
period before which benefits may beincorporate or refer to the safe harbordoss of functional capacity apply to at
paid or before which services may con- In applying the ADL Trigger to its least 2 of 5 or 6 ADLs, (2) the require-
stitute qualified long-term care servicespost-1996 contracts, an insurance conment for a certification by a licensed
Cognitive Impairment Trigger.For pany is permitted to use the saméealth care practitioner, and (3) the
purposes of the Cognitive Impairmentstandards that it uses to determin®0-day requirement. These statutory re-
Trigger, taxpayers may rely on either owhether an individual is unable to per-quirements must be satisfied in order for
both of the following safe-harbor defini- form an ADL for purposes of eligibility the individual to be a “chronically ill
tions— for benefit payments under its pre-1997ndividual” under the ADL or Cognitive
(1) “Severe cognitive impairment” contracts (“pre-1997 ADL standards”). Impairment Trigger, whether or not
means a loss or deterioration in intellecf the insurance company makes detersimilar requirements are imposed under
tual capacity that is (a) comparable taminations regarding an individual’'s in-the insurance company’s pre-1997 con-
(and includes) Alzheimer’s disease andbility to perform an ADL under a tracts.
similar forms of irreversible dementia,post-1996 contract using its pre-1997
and (b) measured by clinical evidenceADL standards, the contract will be“\'ls%%ﬂ‘l\lllgglj LONG-TERM CARE
and standardized tests that reliably meadeemed to satisfy the requirement under
sure impairment in the individual's (i) the ADL Trigger that an individual is This section of the notice addresses
short-term or long-term memory, (ii) unable to perform (without substantialcertain issues relating to the consumer
orientation as to people, places, or timeassistance from another person) thairotection provisions of 88 7702B(b),
and (iii) deductive or abstract reasoningADL due to a loss of functional capac-7702B(g), and 4980C, rules for adjust-
(2) “Substantial supervision” meansity. For example, if an insurance com-ments to nonforfeiture benefits under
continual supervision (which may in-pany has outstanding pre-1997 long8 7702B(g)(4), and the grandfather rules
clude cuing by verbal prompting, ges-term care insurance contracts thator certain pre-1997 insurance contracts.
tures, or other demonstrations) by anprovide for benefit payments if the Taxpayers (including insurance compa-
other person that is necessary to proteahsured is unable to perform at least hies, employers, policyholders, and cer-
the severely cognitively impaired indi- ADLs (whether or not the contractstificate holders) may rely on this interim
vidual from threats to his or her healthrefer to substantial assistance), the conguidance for purposes of the definition
or safety (such as may result frompany may interpret “substantial assis-of “qualified long-term care insurance
wandering). tance” for purposes of the ADL Trigger contract” in 8 7702B(b) and the re-
Under the Cognitive Impairment Trig- as requiring the same assistance as tlgiirements of § 4980C.
ger, unlike the ADL Trigger, a qualified company requires under its pre-1997 Consumer Protections Applicable to
long-term care insurance contract is notontracts. Long-Term Care Insurance.Under
required to take any ADL into account In applying the Cognitive Impairment 88 7702B(b)(1)(F), 7702B(g), and
for purposes of determining whether anfrigger to its post-1996 contracts, ard980C, qualified long-term care insur-
individual is a chronically ill individual. insurance company is permitted to useance contracts and issuers of those con-
Safe-Harbor for Continuation of Pre- the same standards that it uses to detdracts are required to satisfy certain
1997 Insurance StandardsThis safe mine whether an individual qualifies forrequirements of the Long-Term Care
harbor applies to post-1996 long-termbenefits due to cognitive impairmentinsurance Model Act (Model Act) and
care insurance contracts (including anyinder its pre-1997 contracts (“pre-1997Long-Term Care Insurance Model Regu-
pre-1997 contracts not grandfathered urzognitive impairment standards”). If the lation (Model Regulation) promulgated
der § 321(f)(2) and the grandfatherinsurance company makes determinady the National Association of Insurance
rules in this notice for certain pre-1997tions regarding an individual’s cognitive Commissioners (NAIC), as adopted as
insurance contracts) issued by an insuimpairment under a post-1996 contracof January 1993. The requirements for
ance company with outstanding preusing its pre-1997 cognitive impairmentqualified long-term care insurance con-
1997 long-term care insurance contractstandards, the contract will be deemetracts under 8§ 7702B(b)(1)(F) and
that base eligibility for payments uponto satisfy the requirement under ther702B(g) relate to guaranteed renewal
the inability to perform any of the ADLs Cognitive Impairment Trigger that anor noncancellability, prohibitions on
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limitations and exclusions, extension ofthat is specified in § 7702B(g) or ever, if the period between the date of
benefits, continuation or conversion of§ 4980C (and has not adopted a reapplication and the date on which the
coverage, discontinuance and replacetuirement that is more stringent than theontract is actually placed in force is
ment of policies, unintentional lapse,requirement imposed by that provision)substantially longer than under the in-
disclosure, prohibitions against postthe language, caption, format, and consurance company’s usual business prac-
claims underwriting, minimum stan- tent requirements imposed by the Modelice, then the issue date is the date the
dards, inflation protection, prohibitions act or Model Regulation provision with contract is placed in force.
ggqmst preexlsélng andmonrs] and IPro'respect to contracts, applications, out- For purposes of applying the grandfa-
oy peods, o P, oSz e f covrag, bolcy summars, e . o1 3 SZANE) 12 Gou
long-term care?insurance contra?cts undaiotices will be considered satisfied for acontract, the issue date of the contract is
J ontract subject to the law of that Statehe date the group contract was issued.

§ 4980C relate to application forms an : ) o
replacement coverage, reporting requirelc the language, captions, format, andrhys, insurance coverage under certifi-

ing, standards for marketing, apprOpri_matenal respects to those required U”d’%l'anuary 1, 1997, of individuals to the
coverage available under a grand-

that Model Act or Model Regulation
ateness of recommended purchas
fathered group contract is accorded the

standard format outline of coverage(,ﬁ,rov'?c'lon' . !

delivery of a shopper’s guide, right to Adjustments to Nonforfeiture Bepef|t%ame grandfather treatment under
return, outline of coverage, certificates2Nder Insurance Contracts.Section g 321(f)(2) as the preexisting coverage
under group plans, policy summary,’/92B(9)(4)(B)(ii) provides that the , qer the grandfathered group contract.
monthly reports on accelerated deat@mount of a nonforfeiture benefit avail- A policyholder's right to retum a

benefits, and incontestability period.2ble in the event of a default in pre- = i ithi
Soctions 77028 and 4980Cy re?‘erencé“'“m payments may be subsequentljPNd-lerm care insurance contract within

NAIC model provisions that specify adjusted only as necessary to reflect ‘.‘fkr]ee—loollc(“ %erlc;d following .deI|veri31/

exact language (including punctuation)cNanges in claims, persistency, and intefwith a refund of any premiums that

captions, format, and content that musgst that have been taken into account iRave been paid) is not taken into ac-

be included in long-term care insurancé C€hange in the premium rates forcount in determining the issue date of
contracts issued on the same contra¢he contract.

contracts, applications, outlines of cov- _ .
erage, policy summaries, and noticedo'™ If the contract form has been For purposes of applying the grandfa-

See, e.g. 8§ 10, 13, and 24 of the aPproved by the Secretary of the Treather rule of § 321(f)(2), any material
Model Regulation. sury. Solely for the purpose of makingchange in a contract will be considered
In the case of a State that has adoptegf'C" adjustments, approval by the Stafhe issuance of a new contract. This
all or any portion of the Model Act or Insurance commissioner or other appliinciudes any change in the terms of the
Model Regulation, compliance with thec@Ple State authority will be treated agonract altering the amount or timing of
applicable requirement of State law is2PProval by the Secretary of the Treayn, jtem payable by the policyholder (or
considered compliance with the parallePu’y- ) certificate holder), the insured, or the
Model Act or Model Regulation require- Grandfather Rules for Certain Pre-jnsyrance company. For example, for
ment specified in § 7702B(g) or1997 Insurance Contra_cts.Sect|on purposes of § 321(f)(2), any change in
3 4980C, and failure to Comply with 321(]()(2) of HIPAA prOVIdeS that a he terms of a contract a|tering the
that requirement of State law is considcontract issued before January 1, 199% 0t or timing of benefits (including
ered failure to comply with the parallelis treated as a qualified long-term care, /oo oo benefits) or premiums con-
Model Act or Model Regulation require- insurance contract if the contract m(j;titutes a material change that will be

ment in § 7702B(g) or § 4980C. Forthe “long-term care insurance require-

. . . . considered the issuance of a new con-
example, if a particular State hasments of the State” in Wh'c.h the_ Con'tract A substitution of the insured under
adopted Section 6C of the Model Acttract was sitused at the time it was :

(relating to preexisting conditions), thenjssued. For this purpose, the “Iong-terrrf"”h mdandual contract, Iorh a ch_anghe
for a contract that is subject to thatcare insurance requirements of thdother than an immaterial change) in the
State’s insurance laws, complianceéState” means the State laws (includingeligibility for membership in the group
with that State law is considered com-Statutory and administrative |a.W) thatCOVered by a g.I'OUp contract, also (.IOI'IStI-
pliance with § 7702B(g)(2)(A)(ii)(I) and are intended to regulate insurance covefutes a material change that will be
failure to comply with that State law is age that constitutes “long-term care inconsidered the issuance of a new con-
considered failure to comply with Surance” (as defined in § 4 of thetract. However, the unilateral exercise of
§ 7702B(g)(2)(A)(i))(1). In accordance Long-Term Care Insurance Model Actan option or right granted to a policy-
with § 4980C(f), in the case of a Stateds adopted by the NAIC in Decemberholder under the contract as in effect on
that imposes a requirement that is mord995), regardless of the terminologyDecember 31, 1996, will not constitute a
stringent than the analogous requiremerstsed by the State in describing thematerial change. For this purpose, a
imposed by § 7702B(g) or § 4980C,Insurance coverage. unilateral exercise includes only a
compliance with the applicable require- For purposes of applying the grandfachange that becomes effective without
ment of State law is considered complither rule of § 321(f)(2) to a contractany consent or other non-ministerial
ance with the parallel Model Act or other than a group contract, the issuaction by the issuer of the contract. A
Model Regulation requirement indate of a contract is generally the dateontract issued in an exchange after
§ 7702B(g) or 8 4980C. assigned to the contract by the insurancBecember 31, 1996, for an existing

If a State has not adopted a provisiortcompany, but in no event earlier thancontract is considered a contract issued
of the Model Act or Model Regulation the date the application is signed. Howafter that date.
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COMMENTS REQUESTED rate to be used in the determinationg 807(d). Section 807(c)(3) provides
. nder 88 807(c)(3), 807(d)(2)(B), andthat reserves for obligations under insur-
The Internal Revenue Service ancglz for a “modified guaranteed con-ance and annuity contracts not involving

Treasury Department invite comment ” : ; ; : : .
concerning the application of newstraCt’ as defined in § 817A(d). It also Jife, accident, or health contingencies

§§ 7702B and 4980C. the amendmentdest%”bg: tge T:Smt?(; ":hvggéChCinfri(gbre_ computed using an appropriate rate
made to § 213, and other federal in'S pp of interest. The appropriate rate of inter-

come tax provisions relating to long-scouon 817A was added by § 1612 Okst is the highest (as of the time the

§§ 321 through 326, including the stan-1f751599% F;,Ub- '5-17%)47188& 110 Sftat-accide_nt, or health contingencies) of the
dards and definitions in this notice. . Section BL7A s _effective [Or foliowing rates: (1) the “applicable Fed-
{axable years beginning after Decembegra| interest rate” (as defined in

(1) whether the relief provided for insur—nsl’ 1995.See Small Business Job Pro-s go7(d)(2)(B)()); (2) the “prevailing

. , - tection Act § 1612(c)(1). This notice is gtat, d interest rate” defined
ance contracts complying with the in- : - i > >lale assumed interest rate (as define
terim guidance provided in this noticetehﬁectlveoI pending the publication of fur in § 807(d)(2)(B)(in); or (3) the rate of
needs to be extended beyond the effec- er guidance. interest assumed by the insurance com-

tive date of more definitive guidance;BACKGROUND: Life insurance com- Pany to determine the contract's guaran-
and (2) the types of disability thatpanies issue modified guaranteed annieed benefit. Section 807(c) also pro-
should be included in any regulationsty and life insurance contracts. A modi-vides that the reserves computed under
that may be prescribed under the Similafied guaranteed contract temporarily8 807(c)(3) are never less than the net
Level Trigger. Comments should be subguarantees a higher return than the pefurrender value of the contract.
mitted by August 4, 1997. Written com-manently guaranteed crediting rate, in For an MGC that gives rise to life
ments should be sent to: Internal Revexchange for shifting additional invest-insurance reserves, as defined in
enue Service, P.O. Box 7604, Bermment risk to the policyholder in the 8 816(b), reserves are computed under
Franklin Station, Attn: CC:CORP:T:R, form of a market value adjustment. The8 807(d). Under § 807(d)(1), the life
Room 5228, Washington, DC 20044 temporary guarantee may be a fixed ratésurance reserves for a contract cannot
Alternatively, submissions may be handr a rate based on bond or equity yieldsgxceed the statutory reserves (as defined
delivered between the hours of 8 a.msuch as a percentage of an increase in § 809(b)(4)(B)) for the contract. Sub-
and 5 p.m. to: CC:DOM:CORP:R (No-the S&P 500 index. During the tempo-ject to that cap, a contract’s life insur-
tice 97-31), Courier's Desk, Internalrary guarantee period, the amount paidnce reserves equal the greater of: (1)
Revenue Service, 1111 Constitution Avio the policyholder upon surrender isthe contract’'s net surrender value; or (2)
enue, NW, Washington, DC. Finally,increased or decreased by the markéhe contract's Federally prescribed re-
taxpayers may submit comments elecvalue adjustment, which is determinedserve determined under § 807(d)(2).
tronically via the Internal Revenueby a formula in the modified guaranteed Section 807(d)(2) provides that the
Service INTERNET site at: http:// contract. The market value adjustmenkederally prescribed reserves for a con-
www.irs.ustreas.gov/prod/tax_regsfgenerally is based on a published bongract are determined using: (1) the tax
comments.html. All submitted commentsndex. Modified guaranteed contractseserve method applicable to the con-
will be available for public inspection can be issued out of a life insurancaract; (2) the greater of the applicable
and copying. company’s general account or segreFederal interest rate or the prevailing
gated account. Section 817A providestate assumed interest rate in effect on
FURTHER INFORMATION special tax treatment for certain modithe date of the issuance of the contract;
For further information, contact Ms. fied guaranteed contracts issued out of and (3) the prevailing co_mmissioners’
A. Kathie Jacob Kiss at (202) 622_49203egregated account. standard tables for mortality and mor-

regarding section | of this notice and For this purpose, the term “modified Pidity. In the case of a life insurance
Ms. Katherine A. Hossofsky at (202)guaranteed contract” (“MGC”) is de- contract covered by the Commissioners
622-3970 regarding section Il of thisfined as an annuity, life insurance, orX€Serve Valuation Method (*CRVM”)

notice (not toll-free calls). pension plan contract (other than a vari® @n annuity contract covered by the

able contract described in § 817) undefFOmmissioners’ Annuities Reserve Valu-
PROCEDURAL INFORMATION which all or part of the amounts re-2tion Method (*CARVM”), § 807(d)(3)

This document serves as an “adminis.ceived under the contract are allocate

definedpin § 1.6661-3(b)(2) of the In-Segregated account must be valued froftARVM prescribed by the National As-
NAIC™), which is in effect on the

lues, and reserves must be valued at )
upon to the same extent as a revenuét ket f | ate of the issuance of the contract.

Further, an MGC must provide either Section 811(d) imposes an additional
for a net surrender value or for areserve computation restriction for con-
(Also Part I, sections 807, 812, 817A) policyholder’s fund (as defined in tracts that guarantee beyond the end of

§ 807(e)(1)). If only a portion of a iror contracts other than MGCs, § 807(e)(1) pro-
contract is not described in 8 817, suclvides that net surrender value is determined taking
: ortion is treated as a separate contraffto account any penalty or charge which would
Notice 97-32 ]POI’ purposes of applying §p817A be imposed upon surrender but ignoring any
. . . . . : market value adjustment. The net surrender values
SUMMARY: This notice provides in- The tax reserves for an MGC arey mGcCs, however, take into account market

terim rules with regard to the interestcomputed under either § 807(c)(3) Owalue adjustments. § 817A(a).
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the taxable year payment or crediting ofegulations that are necessary or appr&eXAMPLE 1
amounts in the nature of interest inpriate to carry out the purposes of IC, a life insurance company as de-

excess of the greater of the prevailin@ 817A. fined in § 816, issued an MGC on July
state assumed interest rate or the appll- The |egis|ative history of § 817A in- 1, 1996. The MGC is an annuity con-
cable Federal interest rate. In thosglicates that an appropriate interest ratgact that gives rise to life insurance
circumstances, § 811(d) requires thajs a current market rate. H.R. Conf. Represerves, as defined in § 816(b). IC is a
the contract's future guaranteed benefitfo. 737, at 313. The interest rate mayalendar year taxpayer. The MGC guar-
be determined as though the interest iBe determined, for example, using eitheantees that interest will be credited at
excess of the greater of the prevailing; rate that is appropriate for the obliga8% per year for the first 5 contract
state assumed interest rate or the appliipns under the contract to which theyears and 4% per year thereafter. During
cable Federal rate were guaranteed onbaserve relates or the yield on the assetbe 5 year temporary guarantee period,
to the end of the taxable year. underlying the MGCsld. the_ MGC provides for a markgt value
Section 812 prorates the dividends adjustment based on changes in a pub-
received deduction and the exclusion foNTERIM RULES FOR MGCs: Pend- lished bond index and not on the perfor-
tax exempt interest between a life insuring the publication of further guidance,mance of stocks, other equity instru-
ance company and its policyholders t@n insurance company is required to dements or equity based derivatives. The
prevent the company from receiving a€rmine under 8§ 807(c)(3) or .807(d).(2)M°0°dyS rate_for December 1996 is
double tax benefit for amounts added tdhe reserves for a MGC using, with/-5%. The applicable Federal interest
reserves.See also§§ 805(a)(4), 807(a) fegard to the contract's temporary guarfate and thefpfe\{gggg Sta}?egg}sumedd
and 807(b). The proration is based omntee period, an annual interest ratdterest rate for are ©.65% an

the company’s share of “net investmengqual to the greater of— 5.2'50%(,1erteesrrrfi(r:12ved)r/{der § 807(d)(2) the
income” (as defined in § 812(c)) for the (a) the interest rate assumed by thg 4 ¢ year 1996 reserves for the MGC,
taxable year. The company's share ofisurance company to determine futurge ot se a discount interest rate of
net investment income equals the exguaranteed benefits under the applige, (the interest rate assumed by the
cess, if any, of the net investmentcable tax reserve method for the CONy g rance company to determine future
income over the sum of the “policy ract or, for reserves computed undef aanteed benefits during the 5 year
interest” (as defined in § 812(b)(2)) and3 807(¢)(3), the interest rate assumed by, a1y guarantee period) with regard
“gross investment income’s proportion-the company to d'etermlne the contract’y ihe unexpired portion of the tempo-
ate share of policyholder dividends” (asguaranteed benefit; or rary guarantee period. The discount rate
defined in § 812(b)(3)) for the taxable (b) the Moody's Corporate Bond gpplicable to periods outside the 5 year
year. Policy interest includes “required Yield Av%rage-Mlonthly” Average Cor- temporary guarantee period is 6.63%.
interest” (at the greater of the prevailingPorates (“Moody’s rate”) as published The interest rate to be used in comput-
State assumed rate or the applicabl®y Moody's Investors Service, Inc., Oring required interest under § 812(b)(2)-
Federal interest rate) on reserves und&y Successor thereto, for the month thaj) for 1996 is 8%.

§ 807(c) (other than § 807(c)(2)Bee includes the last day of the taxable year., \pLE 2

§ 812(b)(2)(A). If neither the prevailing Multirlied by: _ _

State assumed rate nor the applicable @) 1.1 if the MGC provides for a  The facts are the same as in Example
Federal interest rate is used, anothdparket value gadjustment ora guaranteetl, except that the MGC guarantees that
appropriate rate is used to calculatd€turn based in whole or in part on t_heinterest \_NiII be credited at 7% per year
required interest. Thus, for a contracPerformance of stqcks, other equity m-fo_r the first 5 contract years. To deter-
described in § 807(c)(3), if the rate ofStruments  or equ!ty-.based derivativesmine under § 807(d)(2) the end of year
interest assumed by an insurance Corﬁnc!udmg but not limited to a contract 1996. reserves.for the MGC, IC must use
pany in determining the contract's guar_wh|ch guarantees a return based on th& discount interest rate of 7.5%
anteed benefit exceeds the applicabl

g&P 500 index; and (Moody’s rate multiplied by 1.0) with
Federal interest rate and the State as- (i) 1.0 for all other MGCs. regard to the unexpired portion of the 5
sumed rate, required interest is com- With respect to an MGC’s temporaryY€&r temporary guarantee period. The
puted using the assumed interest ratguarantee period, section 811(d) shall bg;ggoﬁﬂte rasteyigﬁ)lligﬂgotrgrsegﬂifag?e:
Undgr 8 817A(e)(2), the Service -|Sapplled t_)y substituting the rate, of inter period is 6.63%. The interest rate to be
authorized to determine annually withest applicable to the contract's tempo di : rod |
regard to MGCs the interest rates applitary guarantee period under this notic!S€d I fzorgpgt"f rfeqU|r1%9ént_ere7st5tJ/n-
cable under §§ 807(c)(3). 807(d)(2)(B)for the applicable Federal interest ratéler 8 812(b)(2)(A) for IS 1.5%0
and 812. The Service is authorized t@nd the prevailing State assumed intere§0ody’s rate multiplied by 1.0).
exercise this authority by issuing a peritate. During the temporary guarante€ OMMENTS REQUESTED: The Inter-
odic announcement of the appropriat®eriod, the interest rate to be used tgal Revenue Service invites comments
market interest rates or formula fordetermine required interest undekgoncerning the application of new
determining such rates. H.R. Conf. Rept8 812(b)(2)(A) is the rate that appliess 817A and the application of this no-
No. 737, 104th Cong. 2d Sess. 313vith regard to that period for purposesice to various types of MGCs, including
(1996). Section 817A(e) also authorize®f 88 807(c)(3) or 807(d)(2)(B). equity indexed annuities and life insur-
the Service to modify or waive the For periods outside the temporaryance contracts. Specifically, comments
application of § 811(d) (relating to in- guarantee period, 88 807(c)(3), 807(d)are requested regarding whether differ-
terest guaranteed beyond the end of th@), 811(d) and 812(b)(2)(A) continue toent interest rates should apply to equity
taxable year), and to prescribe otheapply without modification. indexed contracts based upon the differ-
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ent participation rates, guarantees, mar- .09 Penalties. . .............. 12
ket value adjustments, or other pertinent .10 Change made as part of an
factors under the contracts. Written com- examination............. 12

ments should be sent to Internal Rev-

Franklin Station, Washington, DC -01Taxpayer................ 13
20044. Alternatively, submissions may (1) Ingeneral ........... 13
be hand delivered between the hours of (2) Consolidated group... 13
8 a.m. and 5 p.m. to; CC:DOM:CORP:R .02 Fl|e_d ................... 13
(Notice 97-32), Courier's Desk, Inter- .03 Malled .................. 13
nal Revenue Service, 1111 Consti- -04 Timely performance of acts 13
tution Avenue, NW, Washington’ DC. .05 Yea.r' of Change Ceee e 13
Finally, taxpayers may submit com- -06 Section 481(a) adjustment
ments electronically via the Internal period. .. .. PRI

.07 Under examination. . .. ... 13

Revenue Service INTERNET site at
http://www.irs.ustreas.gov/prod/tax_regs/
comments.html. All submitted comments
will be available for public inspection

Q) Ingeneral............ 13
(2) Partnerships and S
corporations subject to

and copying. TEFRA......... EEREE EE .13
.08 Issue under consideration. 13
FURTHER INFORMATION: For further (1) Under examination. ... 13

information regarding this notice, con-
tact Ms. Katherine A. Hossofsky at
(202) 622-3970 (not a toll-free call).

PROCEDURAL INFORMATION: This 09 Change within the LIFO

document serves as an “administrative inventory method ... 14
pronouncement” as that term is definedsecTi0N 4. SCOPE
in 8 1.6661-3(b)(2) of the Income Tax y
Regulations and may be relied upon to

(2) Before an appeals office

(3) Before a federal court. 14

.01 Applicability . .. ..........

) .02 Inapplicability ........... 14

the same extent as a revenue ruling or (1) Automatic change . ... 14

revenue procedure. (2) Under examination. ... 14
_ . . . (3) Before an appeals

26 CFR 601.204: Changes in accounting periods office .. ... ... 14

and in methods of accounting.

(Also Part |, §§ 446, 481, 1.446-1, 1.481-1, (4) Before a federal court. 14

1.481-4.) (5) Consolidated group
member . ............... 14

Rev. Proc. 97-27 (6) Partnerships and S
corporations. . ........... 14
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SECTION 1. PURPOSE

and supersedes Rev. Proc. 92-2@eplaced with a single 4-year § 481(a)
1992-1 C.B. 685. adjustment period for both positive and
.02 Voluntary compliance negative adjustments, and several of the
(1) This revenue procedure pro-terms and conditions relating to the
vides incentives to encourage prompg 481(a) adjustment have been elimi-
voluntary compliance with proper taxnated.
accounting principles. Under this ap-
proach, a taxpayer generally receiveSECTION 2. BACKGROUND
more favorable terms and conditions . .
(for example, a later year of change and, ‘91 Change in method of accounting
a longer § 481(a) adjustment period for€fined _ .
a positive adjustment) if the taxpayer (1) Section 1.446-1(e)(2)(ii®)
files its request for a change in accountProvides that a change in method of
ing method before the Internal Revenu&ccounting includes a change in the
Service contacts the taxpayer for examioverall plan of accounting for gross
nation. A taxpayer that is contacted fofncome or deductions, or a change in the
examination and required to change it§featment of any material item. A mate-
method of accounting by the Serviceial item is any item that involves the
generally receives less favorable termBroper time for the inclusion of the item
and conditions and may also be subjedf income or the taking of the item as a
to penalties. deduction. In dete_rmlnlng yvhether a
(2) Although prompt voluntary taxpayer's accounting practice for an
compliance can generally be encourageem involves timing, generally the rel-
through incentives, the Service recog€vant question is whether the practice
nizes that this approach may not bepermanently chang_es the amount of the
appropriate or effective in all cases. Fofaxpayer’s lifetime income. If the prac-
example, a number of taxpayers havéice does not permanently affect the
deferred making changes required byaxpayer's lifetime income, but _does or
amendments to the Internal Revenugould change the taxable year in which
Code or the Income Tax Regulationsincome is reported, it involves timing
Because it is generally not appropriaté‘”d is therefore a method of accounting.
to permit changes on a basis more€eeRev. Proc. 91-31, 1991-1 C.B. 566.
favorable than applicable under the gov-  (2) Although a method of account-
erning statute or regulation, the Servicédng may exist under this definition with-
may, in other published guidance, proout a pattern of consistent treatment of
vide special terms and conditions tha@in item, a method of accounting is not
are designed to place the taxpayer in gdopted in most instances without con-
position no more favorable than if thesistent treatment. The treatment of a
taxpayer had timely complied with thematerial item in the same way in deter-
required change. See, for example, Revhining the gross income or deductions
Proc. 93-48, 1993-2 C.B. 580 (regardin two or more consecutively filed tax
ing changes in method of accounting foreturns (without regard to any change in
notional principal contracts to complystatus of the method as permissible or
with the requirements of § 1.446-3).impermissible) represents consistent
.03 Significant changesMany of the treatment of that item for purposes of
complex rules and requirements of Rev8 1.446-1(e)(2)(ii}g). If a taxpayer
Proc. 92-20 have been simplified ortreats an item properly in the first return
eliminated. For example, the Categor)ﬁhat reflects the item, however, it is not
A, Category B, Designated A, and Deshecessary for the taxpayer to treat the
ignated B classifications have beeritem consistently in two or more con-
eliminated, the 90-day window at thesecutive tax returns to have adopted a
beginning of an examination has beernethod of accounting. If a taxpayer has
eliminated, the 30-day window for tax-adopted a method of accounting under
payers under continuous examinatiohese rules, the taxpayer may not change
has been expanded to 90 days and tibe method by amending its prior in-

.01 In general This revenue proce- number of consecutive months the taxcome tax return(s)SeeRev. Rul. 90-38,
dure provides the general procedurepayer is required to be under examinal990-1 C.B. 57.

under § 446(e) of the Internal Revenueion has been reduced from 18 to 12, the

(3) A change in the characteriza-

Code and § 1.446-1(e) of the Incomalefinition of “under examination” has tion of an item may also constitute a
Tax Regulations for obtaining the con-been clarified, the consent requirementhange in method of accounting if the
sent of the Commissioner of Internalfor taxpayers before an appeals office ochange has the effect of shifting income
Revenue to change a method of aca federal court has been replaced with &om one period to another. For ex-

counting for federal income tax pur-notification procedure,

the variousample, a change from treating an item

poses. This revenue procedure modifie§ 481(a) adjustment periods have beeas income to treating the item as a
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deposit is a change in method of acmust be determined under the new .07 Consistency and clear reflection
counting.SeeRev. Proc. 91-31. method of accounting as if the newof income Methods of accounting
(4) A change in method of ac- method had always been used. should clearly reflect income on a con-
counting does not include correction ofExample.A taxpayer that is not required to usetinuing basis, and the Service exercises
mathematical or posting errors, or errorgventores uses the overall cash receipts a”%‘s discretion under §§ 446(e) and
. . Lo isbursements method and changes to an over . L
in the computation of tax liability (SUCh accryal method. The taxpayer has $120,000 ¢#81(C) in @ manner that generally mini-
as errors in computation of the foreignincome earned but not yet received (accountgnizes distortions of income across tax-
tax credit, net operating loss, percentageceivable) and $100,000 of expenses incurred bgble years and on an annual basis.
depletion, or investment credit)See t”hoé %’;;ag?;dygcrcgfé‘éz d’?ﬁg’iﬁ?yggf";ftgﬁaﬁgi oAccordingly, if a taxpayer requests to
§ 1.446-1(e)(2)(i). positive § 481(a) adjustment of $20,000 ($120,00412Nge from a method of accounting
.02 Securing permission to make asccounts receivable less $100,000 accounts pa§hat clearly reflects income, the Service,
method change Section 446(e) and able) is required as a result of the change. in determining whether to consent to the
§ 1.446-1(e) state that, except as other- (2) Adjustment period Section taxpayer’s request, will weigh the need
wise provided, a taxpayer must securd81(c) and 88 1.446-1T(e)(3)(i) andfor consistency against the taxpayer’s
the consent of the Commissioner beford.481-4 provide that the adjustment rereason for desiring to change its method
changing a method of accounting forquired by 8§ 481(a) may be taken intoof accounting.
federal income tax purposes. Sectiomccount in determining taxable income .08 Separate trades or businesses
1.446-1T(e)(3)(i) requires that, in orderin the manner and subject to the condi- (1) Sections 1.446-1(d)(1) and (2)
to obtain the Commissioner’s consent tdions agreed to by the Commissioneprovide that when a taxpayer has two or
a method change, a taxpayer must file and the taxpayer. Generally, in the abmore separate and distinct trades or
Form 3115, Application for Change insence of such an agreement, thbusinesses, a different method of ac-
Accounting Method, during the taxable§ 481(a) adjustment is taken into ac-counting may be used for each trade or
year in which the taxpayer desires tacount completely in the year of changepusiness, provided the method of ac-
make the proposed change. subject to § 481(b) which limits the counting used for each trade or business
.03 Terms and conditions of a methodamount of tax where the § 481(a) ad<clearly reflects the overall income of the
change Section 1.446-1(e)(3)(ii) autho-justment is substantial. However, undetaxpayer as well as that of each particu-
rizes the Commissioner to prescribe adthe Commissioner’'s authority inlar trade or business. No trade or busi-
ministrative procedures setting forth the§ 1.446-1(e)(3)(ii) to prescribe termsness is separate and distinct unless a
limitations, terms, and conditionsand conditions for changes in method otomplete and separable set of books and
deemed necessary to permit a taxpayerccounting, this revenue procedure prorecords is kept for that trade or business.
to obtain consent to change a method ofides specific adjustment periods that (2) Section 1.446-1(d)(3) provides
accounting in accordance with § 446(e)are intended to achieve an appropriatéhat if, by reason of maintaining differ-
The terms and conditions the Commisbalance between the goals of mitigatinggnt methods of accounting, there is a
sioner may prescribe include the year oflistortions of income that result fromcreation or shifting of profits or losses
change, whether the change is to baccounting method changes and providsetween the trades or businesses of the
made with a 8 481(a) adjustment or oring appropriate incentives for voluntarytaxpayer (for example, through inven-
a cut-off basis, and the § 481(a) adjusteompliance. tory adjustments, sales, purchases, or
ment period. .06 Method change using a cut-offexpenses) so that income of the taxpayer
.04 No retroactive method change method The Commissioner may deter-is not clearly reflected, the trades or
Unless specifically authorized by themine that certain changes in method obusinesses of the taxpayer are not sepa-
Commissioner, a taxpayer may not reaccounting will be made without arate and distinct.
guest, or otherwise make, a retroactiv@ 481(a) adjustment, using a “cut-off .09 Penalties Any otherwise appli-
change in method of accounting, regardmethod.” Under a cut-off method, only cable penalty for the failure of a tax-
less of whether the change is from ahe items arising on or after the beginpayer to change its method of account-
permissible or an impermissible methodning of the year of change (or othering (for example, the accuracy-related

See general\Rev. Rul. 90-38. operative date) are accounted for undguenalty under § 6662 or the fraud pen-
.05 Method change with a § 481(a)the new method of accounting. Anyalty under § 6663) may be imposed if
adjustment items arising before the year of changehe taxpayer does not timely file a

(1) Need for adjustment Section (or other operative date) continue to beequest to change a method of account-
481(a) requires those adjustments neceaecounted for under the taxpayer’dsng. See § 446(f). Additionally, the tax-
sary to prevent amounts from beingformer method of accounting. See, fopayer’s return preparer may also be
duplicated or omitted to be taken intoexample, § 263A (which generally ap-subject to the preparer penalty under
account when the taxpayer's taxablelies to costs incurred after Decembef 6694. However, penalties will not be
income is computed under a method 081, 1986, for noninventory property),imposed when a taxpayer changes from
accounting different from the method§ 461(h) (which generally applies toan impermissible method of accounting
used to compute taxable income for th@mounts incurred on or after July 18to a permissible one by complying with
preceding taxable year. When there is 4984), and § 1.446-3 (which applies taall the appropriate provisions of this
change in method of accounting tonotional principal contracts entered intarevenue procedure.
which § 481(a) is applied, income foron or after December 13, 1993). Be- .10 Change made as part of an ex-
the taxable year preceding the year ofause no items are duplicated or omittedmination Section 446(b) and § 1.446—
change must be determined under thffom income when a cut-off method is1(b)(1) provide that if a taxpayer does
method of accounting that was therused to effect a change in accountingot regularly employ a method of ac-
employed, and income for the year ofmethod, no § 481(a) adjustment is neceounting that clearly reflects its income,
change and the following taxable year®ssary. the computation of taxable income must
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be made in a manner that, in the opiniomew method is to be used, even if no  (2) Partnerships and S corpora-
of the Commissioner, does clearly reaffected items are taken into account fotions subject to TEFRAFor an entity
flect income. If a taxpayer under exami-that year. The year of change is also théncluding a limited liability company),
nation is not eligible to change anfirst taxable year for complying with all treated as a partnership or an S corpora-
accounting method under this revenu¢he terms and conditions set forth in thdion for federal income tax purposes,
procedure, the change may be made b@onsent Agreement. that is subject to the TEFRA unified
the district director. A change resulting .06 Section 481(a) adjustment period audit and litigation provisions for part-
in a positive § 481(a) adjustment will The § 481(a) adjustment period is thenerships and S corporations, an exami-
ordinarily be made in the earliest tax-applicable number of taxable years fonation begins on the date of the notice
able year under examination with ataking into account the § 481(a) adjustof the beginning of an administrative
one-year § 481(a) adjustment periodment required as a result of the changproceeding sent to the Tax Matters
in method of accounting. The year ofPartner/Tax Matters Person (TMP). An
SECTION 3. DEFINITIONS change is the first taxable year in theexamination ends:
adjustment period and the § 481(a) ad- (@) in a case in which the Ser-
(1) In general The term *“tax- justment is taken into account ra_ltablyvic_e accepts the _partnership or S corpo-
payer” has the same meaning as thovgr the numbgr of taxable years in theation return as filed, on the date of the
term “person” defined in § 7701(a)(1) gdjustment penod. The appl[cable _adi‘no adjustments“ Igtter or _the “no
(rather than the meaning of the tem{;stment periods are set forth in sectlonshange” notice of final administrative
“taxpayer” defined in § 7701(a)(14)) .02(3) and 6.04 of this revenue proceadjustment_ sent to the TMP;
pay X " dure. (b) in a fully agreed case, when
(2) Consolidated group For pur- o7 ynder examination all the partners, members, or sharehold-
poses of (a) sections 3.07(1), 3.08(1), (1) |n general. ers execute a Form 870-P, 870-L, or
4'0.2(2) and 6.01 (taxpayer under exami- (a) Except as provided in section870-S; or
nation), (b) sections 3.08(2), 4.02(3) ang 47(2) of this revenue procedure, an (c) in an unagreed or a partially
6.02 (taxpayer before an appeals office)ayamination of a taxpayer with respecagreed case, on the earliest of the date
or (c) sections 3.08(3), 4.02(4) and 6.03; 5 federal income tax return begins orthe TMP (or its representative) is noti-
(taxpayer before a federal court), thgpg yate the taxpayer is contacted in anfied by Appeals that the case has been
term “taxpayer” includes a consolidated manner by a representative of the Sereferred to Appeals from Examination,
group. _ , vice for the purpose of scheduling anythe date the TMP (or a partner, member,
.02 Filed. Any form (including a type of examination of the return. Anor shareholder) requests judicial review,
Form 3115), statement, or other doCugyamination ends: or the date on which the period for
ment required to be filed under this () in a case in which the requesting judicial review expires.
revenue procedure is filed on the date i5epyice accepts the return as filed, on But see section 4.02(6) of this rev-
is mailed to the proper address (or amhe date of the “no change” letter sentenue procedure for certain rules that
address similar enough to complete dey the taxpayer: preclude an entity from requesting a
livery). If the form, statement, or other (i) in a fully agreed case, on change in accounting method. Also note
document is not mailed (or the date it ishe earliest of the date the taxpayethat S corporations are not subject to the
mailed cannot be reasonably deterayecutes a waiver of restrictions onTEFRA unified audit and litigation pro-
mined), it is filed on the date it is assessment or acceptance of overassesisions for taxable years beginning after
delivered to the Service. ment (for example, Form 870, 4549, oDecember 31, 1996. See Small Business
.03 Mailed. The date of mailing will 4605), the date the taxpayer makes dob Protection Act of 1996, Pub. L. No.
be determined under the rules Ofpayment of tax that equals or exceed404-188, § 1317(a), 110 Stat. 1755,
§ 7502. For example, the date of mailthe proposed deficiency, or the date o787 (1996).
ing is the date of the U.S. postmark ofthe “closing” letter (for example, Letter .08 Issue under consideration
the applicable date recorded or markedg1 or 987) sent to the taxpayer; or (1) Under examination A taxpay-
by a designated delivery servicSee (iii) in an unagreed or a par- er's method of accounting for an item is
Notice 97-26, 1997-17 I.R.B. 6. tially agreed case, on the earliest of than issue under consideration for the
.04 Timely performance of actsThe date the taxpayer (or its representativelaxable years under examination if the
rules of § 7503 apply when the last dayis notified by Appeals that the case hasaxpayer receives written notification
for the taxpayer’s timely performance ofpeen referred to Appeals from Examina{for example, by examination plan, in-
any act (for example, filing a Form tion, the date the taxpayer files a petiformation document request (IDR), or
3115, submitting additional information, tion in the Tax Court, the date on whichnotification of proposed adjustments or
returning a Consent Agreement (see sec¢he period for filing a petition with the income tax examination changes) from
tion 8.11 of this revenue procedure), ofTax Court expires, or the date of thethe examining agent(s) specifically cit-
holding a conference) falls on a Saturnotice of claim disallowance. ing the treatment of the item as an issue
day, Sunday, or legal holiday. The per- (b) An examination does not endunder consideration. For example, a tax-
formance of any act is timely if the actas a result of the early referral of anpayer’s method of pooling under the
is performed on the next succeeding dajssue to Appeals under the provisions otlollar-value, last-in first-out LIFO in-
that is not a Saturday, Sunday, or a legakev. Proc. 96-9, 1996-1 C.B. 575. ventory method is an issue under con-
holiday. (c) An examination resumes onsideration as a result of an examination
.05 Year of change The year of the date the taxpayer (or its representgslan that identifies LIFO pooling as a
change is the taxable year for which &ive) is notified by Appeals (or other- matter to be examined, but it is not an
change in method of accounting is efwise) that the case has been referred fssue under consideration as a result of
fective, that is, the first taxable year theExamination for reconsideration. an examination plan that merely identi-
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fies LIFO inventories as a matter to be .02 Inapplicability. This revenue pro- (&) A Form 3115 must be filed

examined. Similarly, a taxpayer'scedure does not apply in the followingduring the year of change, as provided
method of determining inventoriablesituations: in 8§ 1.446-1T(e)(3)(i). If the taxable

costs under § 263A is an issue under (1) Automatic change If the Yyear is a short period, the Form 3115
consideration as a result of an IDR thathange in method of accounting is remust be filed no later than the last day
requests documentation supporting thquired to be made pursuant to a pubof the short taxable year.

costs included in inventoriable costs, butished automatic change procedure. Tax- (b) The Service recommends
it is not an issue under consideration apayers are encouraged to review th&hat the Form 3115 be filed as early as
a result of an IDR that requests docuautomatic change procedures listed ipossible during the year of change to
mentation supporting the amount of cosgection 9.03 of Rev. Proc. 97-1, 1997-provide the Service adequate time to
of goods sold reported on the return!-R.B. 11, 37 (or any successor), bEfO_réefspond to the Form 3115 prior t,o the
The question of whether a method ofubmitting a Form 3115 pursuant to thioriginal due date of the taxpayer’s re-
accounting is an issue under considef€venue procedure; turn for the year of change.

ation may be referred to the national ~ (2) Under examinationlf the tax- . (2) Limited relief for late applica-
office as a request for technical advic@Yer is under examination, except a3o™ A taxpayer that fails to file a Form
a 115 during the year of change as

under the provisions of Rev. Proc. 97—2provided in sections 6.01(2) (90-da - ; : :
1997-1 |RB. 64 (or any successonWindow). 6.01(3) (120-day window), Provided in section 5.01(1) of this rev-

) and 6.01(4) (district director consent) of€Nu€ procedure will not be granted an
(2) Before an appeals officeA this revenue procedure; extension of time to file under

taxpayer’s method of accounting for an § 301.9100 of the Procedure and Ad-

item is an issue under consideration fo .. ministration Regulations, except in un-

{axpayer IS befqre an appeals office Wltrhsual and compelling circumstanc&ee

301.9100-3T(c)(2)(i).

.02 Terms and conditions of change
(1) In general Except as specifi-

cally provided in other published guid-

(4) Before a federal courtlf the ance, an accounting method change filed
the taxpayer by Appeals. taxpayer is before a federal court withynder this revenuegprocedure, if g?anted,

payer's method of accounting for anaccounting method to be changed is aponditions provided in this revenue pro-
item is an issue under consideration fofssue under consideration by the federgleqyre (including sections 8.02 and
the taxable years before a federal coudourt; or 13.02 of this revenue procedure).

if the treatment of the item is included (5) Consolidated group memheA (2) Year of change The year of
in the statutory notice of deficiency, thecorporation that is (or was formerly) achange is the taxable year with respect
notice of claim disallowance, the noticemember of a consolidated group is unto which the Form 3115 is timely filed
of final administrative adjustment, theder examination, before an appeals ofunder section 5.01 of this revenue pro-
pleadings (for example, the petitionfice, or before a federal court (forcedure. However, Rev. Proc. 93-48 (re-
complaint, or answer) or amendmentgurposes of sections 4.02(2), (3), and (4garding notional principal contracts) is
thereto, or is specifically identified in of this revenue procedure) if the con-an example of other published guidance
writing to the taxpayer by the counselsolidated group is under examinationthat provides for a different year of
for the government. before an appeals office, or before &hange.

.09 Change within the LIFO inven- federal court for a taxable year(s) that  (3) Section 481(a) adjustment pe-
tory method A change within the LIFO the corporation was a member of theiod.
inventory method is a change from onél"OUP: ~ (&) In general Except as pro-
LIFO inventory method or sub-method  (6) Partnerships and S corpora- vided in sections 5.02(3)(b) and 7.03 of
to another LIFO inventory method ortions For an entity (including a limited thls revenue procedure,_ .the § 481(a)
sub-method. A change within the LIFOliability company) treated as a partneradjustment period for positive and nega-
inventory method does not include aship or an S corporation for federaltive § 481(a) adjustments is four taxable
change in method of accounting thaihcome tax purposes, if the entity'syears. o
could be made by a taxpayer that doegccounting method to be changed is an (b) Changes within the LIFO
not use the LIFO inventory method (foriSsue under consideration in an examinamethod Any change within the LIFO
example, a method governed by § 471ion of a partner, member, or shareholdinventory method must be made using a

office if the treatment of the item is accounting method to be changed is a

included as an item of adjustment in thsq e under consideration by the appeals
examination report referred to Appealgyice:

or is specifically identified in writing to

or § 263A). ers federal income tax return or ancut-off method. However, Announce-

issue under consideration by an appeal®ent 91-173, 1991-47 I.R.B. 29 (re-

SECTION 4. SCOPE office or by a federal court with respectgarding LIFO taxpayers changing their
to a partner, member, or shareholdersiethod of accounting for certain bulk

.01 Applicability. Except as specifi- federal income tax return. bargain purchases of inventory to com-
cally provided in other published guid- ply with Hamilton Industries, Inc. v.
ance or in section 4.02 of this revenueSECTION 5. PROCEDURES FOR Commissioner 97 T.C. 120 (1991)) is

procedure, this revenue procedure apfFAXPAYERS NOT UNDER an example of other published guidance

plies to all taxpayers requesting theEXAMINATION that requires a § 481(a) adjustment.
Commissioner’s consent to change a o o (4) NOL carryback limitation for
method of accounting for federal income -01 Submission of application taxpayer subject to criminal investiga-
tax purposes. (1) In general. tion. Generally, no portion of any net
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operating loss that is attributable to sseparate statement signed by the taxechnical advice under the provisions of
negative § 481(a) adjustment may beayer certifying that, to the best of theRev. Proc. 97—2 (or any successor).
carried back to a taxable year prior taaxpayer's knowledge, the same method (b) A taxpayer requesting a
the year of change that is the subject obf accounting is not an issue “”derchange with the consent of the district
any pending or future criminal investi- consideration or an issue placed in sUSsirector must attach to the Form 3115 a
gation or proceeding concerning (a) dijpense by the examining agent(s). statement from the district director con-
rectly or indirectly, any issue relating to (3) 120-day window period senting to the taxpayer filing the Form
the taxpayer’s federal tax liability, or (b) (a) A taxpayer may file a Form 3115. The taxpayer must provide a copy
the possibility of false or fraudulent 3115 to request a change in accountingf thé Form 3115 to the district director
statements made by the taxpayer witlmethod during the 120-day period fo"at the same time it files the original of
respect to any issue relating to itdowing the date an examination end::that form with the national office. The
federal tax liability. (“120-day window”) regardless of Form 3115 must contain the néme(s)
(5) Change treated as initiated bywhether a subsequent examination has | telephone number(s) of the examin-
the taxpayer For purposes of & 481, ancommenced. This 120-day window ising agent(s)
accounting method change filed undenot available if the method of account- 02 T ) bef s of
this revenue procedure, if granted, is ang the taxpayer is requesting to changg V< 'aXpayer bEIore an appeals ot
change in method of accounting initiateds an issue under consideration at thd®®: A taxpayer that is before an appeals
by the taxpayer. time the Form 3115 is filed or is an pfﬁce with respect to any income tax
issue the examining agent(s) has placddSUe May request a change in account-

SECTION 6. PROCEDURES FOR in suspense at the time the Form 3115 {9 method if the accounting method to

TAXPAYERS UNDER filed. e changed is not an issue under consid-
EXAMINATION, BEFORE AN (b) A taxpayer requesting a€ration by the appeals office. The tax-

APPEALS OFFICE, OR BEFOREA  change under this 120-day window musP2yer must attach to the Form 3115 a
FEDERAL COURT provide a copy of the Form 3115 to theS€Parate statement signed by the tax-

N examining agent(s) for any examinatiorP2Yer certifying that, to the best of the
.01 Taxpayer under examination that is in process at the same time ifaxpayer’s knowledge, the same method

(1) In general A taxpayer that is files the original Form 3115 with the Of accounting is not an issue under
under examination may not file a Formpational office. The Form 3115 mustConsideration by the_appeals office. The
3115 to request a change in accountingontain the name(s) and telephone nunj@XPayer must provide a copy of the
method under this revenue procedureber(s) of the examining agent(s). Thd™0rm 3115 to the appeals officer at the
except as provided in sections 6.01(2jaxpayer must attach to the Form 3115 §ame time it files the original Form
(90-day window), 6.01(3) (120-day Wi”'separate statement signed by the ta§_115 with the nat!onal office. The Form
dow), and 6.01(4) (district director Con-payer certifying that, to the best of the 115 must contain the name and tele-
sent) of this revenue procedure. A taxyaxpayer's knowledge, the same methohone number of the appeals officer.
payer that files a Form 3115 beyond they ‘accounting is not an issue under -03 Taxpayer before a federal court
time periods provided in the 90-day andonsjderation or an issue placed in sug? taxpayer that is before a federal court
120-day windows will not be granted anpense by the examining agent(s). with respect to any income tax issue
extension of time to file under (4) Consent of district director may request a change in accounting
§ 301.9100, except in unusual and com- (@) A taxpayer under examina-method if the accounting method to be
pelling circumstances. tion may request to change an accoun€hanged is not an issue under consider-

(2) 90-day window period. ing method under this revenue proceation by the federal court. The taxpayer

(@) A taxpayer may file a Form dure if the district director consents tomust attach to the Form 3115 a separate
3115 to request a change in accountinghe filing of the request. The district Statement signed by the taxpayer certify-
method during the first 90 days of anydirector will consent to the filing of the ing that, to the best of the taxpayer’s
taxable year (“90-day window”) if the Form 3115 unless, in the opinion of theknowledge, the same method of ac-
taxpayer has been under examination fatistrict director, the method of account-counting is not an issue under consider-
at least 12 consecutive months as of thing to be changed would ordinarily beation by the federal court. The taxpayer
first day of the taxable year. This 90-dayincluded as an item of adjustment in theénust provide a copy of the Form 3115
window is not available if the method of year(s) for which the taxpayer is undeto the counsel for the government at the
accounting the taxpayer is requesting texamination. For example, the districtsame time it files the original Form
change is an issue under consideratioglirector will consent to the filing of a 3115 with the national office. The Form
at the time the Form 3115 is filed or isForm 3115 to change from a clearly3115 must contain the name and tele-
an issue the examining agent(s) hagermissible method of accounting. Thdohone number of the counsel for the
placed in suspense at the time the Forrdistrict director will also consent to the government.
3115 is filed. filing of a Form 3115 to change from an .04 Terms and conditions of change

(b) A taxpayer requesting aimpermissible method of accountingFor a taxpayer under examination filing
change under this 90-day window mustvhere the impermissible method was Form 3115 during the 90-day or
provide a copy of the Form 3115 to theadopted subsequent to the years und&0-day window, or with the consent of
examining agent(s) at the same time iexamination. The question of whethethe district director, or for a taxpayer
files the original Form 3115 with the the method of accounting from whichbefore an appeals office or a federal
national office. The Form 3115 mustthe taxpayer is changing is permissibleourt, the terms and conditions are the
contain the name(s) and telephone nuner was adopted subsequent to the yeasmme as those provided in section 5.02
ber(s) of the examining agent(s). Thaunder examination may be referred tmf this revenue procedure for taxpayers
taxpayer must attach to the Form 3115 ¢he national office as a request fomot under examination.
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SECTION 7. SECTION 481(a) or terminates its existence must take thtaxpayer’s last taxable year as a C
ADJUSTMENT PERIOD remaining balance of any § 481(a) adeorporation), and a corresponding ad-
. justment relating to the trade or businesgistment to the basis of the taxpayer’s
0L In general The §.481(f"‘) adJU.St' Jinto account ing computing taxable in-}i}rjlventory as of the end of the '[21X¥ib|e
ment periods are provided in Sectiong,mq i the taxable year of the cessayear preceding the year of change. Any
5.02(3) and 6.04 of this revenue ProC€%ion or termination. Except as providedincrease in income tax as a result of the
dure. . in sections 7.03(3)(d) and (e) of thisinclusion of the LIFO recapture amount
.02 Short period as a separate @x-reyenye procedure, a taxpayer is treated payable in four equal installments,
able year If the year of change, or any 55 ceasing to engage in a trade doeginning with the taxpayer's last tax-
taxable year during the § 481(a) adjustyginess if the operations of the trade oable year as a C corporation as provided
ment period, is a short taxable year, thgsiness cease or substantially all then § 1363(d)(2). Any corresponding ba-
§ 481(a) adjustment must be included inygeets of the trade or business arsis adjustment is taken into account in
income as if that short taxable year wergransferred to another taxpayer. For thisomputing the § 481(a) adjustment (if
a full 12-month taxable yeaSeeRev. ,mose “substantially all” has the any) that results upon the discontinuance
ERXl;'r}];eg_llis’calle%Sr_%/egr'Bt‘;iXZpZEér receiveq S2ME meaning as in section 3.01 of Rewf the LIFO method by the corporation.
permission o change an accounting method begirEroc. 77-37, 1977-2 C.B. 568. (i) S election effective for a
ning with the 1997 calendar year. The § 481(a) (b) Examples of transactionsyear after LIFO discontinuancelf a C
adjustment is $30,000 and the adjustment period that are treated as the cessation of aorporation elects to be treated as an S
four taxable years. The taxpayer subsequentirade or businessThe following is a corporation for a taxable year after the
{ﬁge'g’sﬁoger{‘;'S;Z’gtetfnggfngg 't:ﬁzgtrl‘\t‘:' oceintionexclusive list of transactions that areaxable year in which it discontinued
taxable year ending September 30, 1998. Thifeated as the cessation of a trade arse of the LIFO inventory method, the
taxpayer must include $7,500 of the § 481(apusiness for purposes of accelerating theemaining balance of any positive
adjustment in gross income for the short period§ 481(a) adjustment under this sectio® 481(a) adjustment must be included in
flrgg; January 1, 1998, through September 30y 03(3): its gross income in its last taxable year
Exarﬁple 2.Corporation X, a calendar year tax- . (@) the trade_or business toas a C corporation. !f this |nc'lu5|on
payer, received permission to change an accounwhich the 8§ 481(a) adjustment relates isesults in an increase in tax for its last
ing method beginning with the 1997 calendar yeaincorporated,; taxable year as a C corporation, this
The § 481(a) adjustment is $30,000 and the (i) the trade or business toincrease in tax is payable in four equal
?ggg‘”&%ﬁt gree{tli(z)izlsafgudi:?s(agfrysgtsi(.)r)?nin‘hgy Lwhich the § 481(a) adjustment relates isnstallments, beginning with the taxpay-
transéctionpto which §q381(a) apglies. CorporatioPurchased by another taxpayer in ar's last taxable year as a C corporation
Z is a calendar year taxpayer that uses the santféansaction to which § 1060 applles;as prowded in 8§ 1363(d)(2), unless the
method of accounting to which CorporatioX (iii) the trade or business to taxpayer is required to take the remain-
;gaé‘ggdf'ﬂ 1;%-1 COFI%‘?“"“t'O'x t",‘USt include \which the § 481(a) adjustment relates isng balance of the § 481(a) adjustment
Pl scr)wtrteperiod ifc)o?né“far;ergw'?ngfrgfi;?&%’:}?erminated or transferred pursuant to @nto account in the last taxable year as a
1, 1999, through June 30, 1999. In additiont@xable liquidation; C corporation under another acceleration
Corporation Z must include $7,500 of the (iv) a division of a corpora- provision in section 7.03(3) of this rev-
§ 481(a) adjustment in gross income in its incomgjon ceases to operate the trade ognue procedure.
tax return for calendar year 1999. _business to which the § 481(a) adjust- (d) Certain transfers to which
.03 Shortened or accelerated adjustyen relates; or § 381(a) appliesNo acceleration of the
ment periods The four-year § 481(a) (v) the assets of a trade or§ 481(a) adjustment is required under
adjustment period provided in sectiong,siness to which the § 481(a) adjustthis section 7.03(3) when a taxpayer
5.02(3) and 6.04 of this revenue procemen; relates are contributed to a partnetransfers substantially all the assets of
dure will be shortened or accelerated i the trade or business that gave rise to
the following situations. (c) Conversion to or from S cor- the § 481(a) adjustment to another tax-
(1) De minimis rule A taxpayer poration status payer in a transfer to which § 381(a)
may elect to use a one-year adjustment () In general Except as pro- applies and the accounting method (the
period in lieu of the § 481(a) adjust-yiged in sections 7.03(3)(c)(ii) and (iii) change to which gave rise to the
ment period otherwise provided by thisof this revenue procedure, no accelera§ 481(a) adjustment) is a tax attribute
revenue procedure if the entire § 481(ajion of a § 481(a) adjustment is re-that is carried over and used by the
adjustment is less than $25,000 (eithefyired under this section 7.03(3)(c)acquiring corporation immediately after
positive or negative). The taxpayer musfyhen a C corporation elects to bethe transfer pursuant to § 381(c). The
complete the appropriate line on th&reated as an S corporation or an ®cquiring corporation is subject to any
Form 3115 to elect thisle minimisrule.  corporation terminates its S election anderms and conditions imposed on the
(2) Cooperatives A cooperative s then treated as a C corporation. transferor (or any predecessor of the
within the meaning of § 1381(a) gener- (i) S election effective for transferor) as a result of its change in
ally must take the entire amount of ayear of LIFO discontinuancelf a C method of accounting.
§ 481(a) adjustment into account incorporation elects to be treated as an S (e) Certain transfers pursuant to
computing taxable income for the yearcorporation for the taxable year in§ 351 within a consolidated group
of change.SeeRev. Rul. 79-45, 1979-1 which it discontinues use of the LIFO () In general No acceleration
C.B. 284. inventory method, § 1363(d) requires arof the § 481(a) adjustment is required
(3) Ceasing to engage in the tradeincrease in the taxpayer’'s gross incomender this section 7.03(3) when one
or business for the LIFO recapture amount (as demember of an affiliated group filing a
(a) In general A taxpayer that fined in 8§ 1363(d)(3)) for the taxable consolidated return transfers substan-
ceases to engage in a trade or businegear preceding the year of change (th&ally all the assets of the trade or
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business that gave rise to the § 481(g)oration (A) is a member of the same (1) if the method of accounting

adjustment to another member of theroup as the transferor member, and (Bjequested is consistent with the Code,
same consolidated group in an exchangsontinues, under & 381(c)(4) and theegulations, revenue rulings, revenue
qualifying under § 351 and the transtegulations thereunder, to use the sam@rocedures, and decisions of the United
feree member adopts and uses the samgethod of accounting as that used bytates Supreme Court;

method of accounting (the change tqhe transferor member with respect to  (2) if the use of the method of

which gave rise to the § 481(a) adjustihe assets of the trade or business fdccounting requested will clearly reflect

ment) used by the transferor memberyhich the § 481(a) adjustment relatesiNCOMe;

The transferor member must continue to (3) if the present method of ac-

take the § 481(a) adjustment into aCgecTION 8. GENERAL counting clearly reflects income;

count pursuant to the terms and condi PPLICATION PROCEDURES (4) the need for consistency in the

tions set forth in its Consent Agreemen accounting area (see section 2.07 of this

(as provided in section 8.11 of this (01 Application—Service discretion revenue procedure);

revenue procedure). The transferorhe Service reserves the right to decline ~ (5) the taxpayer’s reason(s) for the
member must take into account activiyg process any Form 3115 filed unde€hange;

ties of the transferee member (or anynis revenue procedure in situations in (6) the tax effect of the § 481(a)
successor) in determining whether accelynich it would not be in the best adiustment;

eration of the § 481(a) adjustment islnterest of sound tax administration to (7) if the taxpayer's books and
required. For example, except as profoermit the requested change. In thiéecords and financial statements will
vided in the following sentence, theregard, the Service will C'onsiderconform to the proposed method of

transferor member must take any relvhether the change in method of acaccounting; and _
(8) if the taxpayer previously re-

maining § 481(a) adjustment into ac- : : )
count in computing taxable income incountlng would clearly and directly frus guested to change its method of ac-

the taxable year in which the transfereéﬁatzdfn?mgtlg::]%e tﬁfgoritnscc;);éh(taaxs (T;\\//\'/(;ecounting for the same item but did not

member ceases to engage in the trade or . . make the change.

business to which the § 481(a) adjust- -02 Terms and conditions—Service o5 gpecific rules in connection with
ment relates. The § 481(a) adjustment idiScretion Except as specifically pro'aprior applications

not accelerated when the transfere¥ided in other published guidance, (1) Method change made
member engages in a transaction dex'ange in method of accounting filed (@) In general If the taxpayer

scribed in section 7.03(3)(d) or sectioriNder this revenue procedure, if grameg::q{wanged its method of accounting for

7.03(3)(e)(i) of this revenue procedureMUst be made pursuant to the terms anfle same item within the four taxable
ears preceding the year of change

(i) Exception The provisions conditions provided in this revenue pro-
under either an automatic change pro-

of section 7.03(3)(e)(i) of this revenuecedure. Notwithstanding  this genera{

procedure cease to apply and th&le, the Service may determine thaleeqre or a procedure requiring advance

transferor member must take any rePased on the unique facts of a particuldgonsent), a copy of the application for
maining balance of the § 481(a) adjust@S€ and in the interest of sound ta,e previous change, the signed Consent
ment into account in the taxable yea@dministration, terms and conditions thaj\greement (see section 8.11 of this
immediately preceding any of the fol-differ from those provided in this rev- oyenue procedure) if applicable, and
lowing: (A) the taxable year the €Nu€ procedure are more appropriate fof,, oher correspondence from the Ser-
transferor member ceases to be a menft change made under this revenue projce myst be attached to the Form 3115
ber of the group; (B) the taxable yearc€dure. _ _ . filed for the subsequent taxable year. An
any transferee member owning substan- -03 Compliance with provisionslf a explanation must be furnished stating
tially all the assets of the trade ortaxpayer changes its method of accountyhy the taxpayer is again requesting to
business which gave rise to the § 481(ang Without authorization or without change its method of 